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PROPOSALS FOR STRENGTHENING THE 
NATIONAL BANKING SYSTEM. II 1 

SUMMARY 

The bond-secured notes have not been a serious element of weakness, 
634 — The present practice of paying interest on bankers' deposits, 
the fundamental cause of inelasticity, 637. — And also of the lack of 
any reserve of lending power in our banking system, 638. — Regular 
redemption of notes alone would not ensure elasticity, 642. — Evils 
which may be attributed to the bond-secured notes, 645. — A plan 
for the substitution of an asset currency of limited volume, 646. — 
Proposal for the modification of the present method of paying interest 
on bankers' deposits, 650 — Summary of the proposals in this and 
the preceding article, 654. 



Current discussion of banking reforms in the 
United States shows a noteworthy advance over 
that which followed the crisis of 1893. Attention 
was then concentrated upon monetary questions 
the solution of which was urgently required, and 
the defects of our credit machinery, in the absence 
of comprehensive analysis of its working, were 
too exclusively attributed to the bond-secured bank 
notes. As a consequence, the improvement to be 
derived from some other method of issue was gen- 
erally exaggerated. It is now coming to be recog- 
nized that the organization of credit rather than 
currency arrangements is, as was recently observed 
by Senator Aldrich, the fundamental banking problem, 
both in legislation and in practice. Certainly in 
those countries in which checks have become a well- 

1 For the first article, see the issue of this Journal for February, 1910 
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nigh universal medium of payment, bank notes, tho 
still a convenient instrument of credit, exercise an 
insignificant influence upon its organization. Ex- 
perience with our own bond-secured notes affords 
ample and instructive confirmation of this view. 
It would be difficult to find any specific instance 
since the establishment of the national banking sys- 
tem when the notes have exerted an appreciable 
influence upon the credit structure or more than a 
very moderate influence upon the volume of credit 
granted to borrowers. Banking operations would 
have taken virtually the same course throughout 
the period even if the banks had possessed no right 
of issue and had only been able to extend credit in 
the form of deposit accounts. Some other method 
of issue may indeed increase somewhat the power of 
the banks to meet severe financial strain, but it will 
not remove any positive element of weakness now 
inherent in their organization or methods of business. 

To most readers this view — of the harmlessness 
of the bond-secured notes — will seem to require 
very definite and convincing proof. For this reason 
it will be needful to analyze the effects of changes 
in the volume of circulation of the national banks 
since the establishment of the system. This analy- 
sis will at the same time prove to be a useful and 
even indispensable introduction to the discussion of 
the particular legislative proposals for a change in 
our method of issue which are to be brought forward. 

Each of the short periods of severe strain through 
which the banks have passed since the establish- 
ment of the national system have been preceded by 
two much longer periods, one of depression and one 
of business activity and general economic advance. 
During these long periods every possible variety of 
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movement in the issues of bank notes has been wit- 
nessed. Before the crisis of 1873 the circulation 
had been practically stationary for some four years, 
and indeed that was the situation regarding the 
total supply of money in actual use. 1 During the 
ten years to 1884 there were no pronounced fluc- 
tuations, tho the tendency was slightly downward. 
From 1884 to 1891 circulation was rapidly retired; 
then came a slow upward movement which continued 
until 1900, followed by a far more considerable in- 
crease which has continued to the present time. 
Alike in periods of depression and of business ac- 
tivity the circulation has increased, decreased, and 
been stationary. 

This failure of the notes to expand and contract 
in response to changes in business requirements has 
been often enough pointed out, but it has not been 
observed that the changes which have occurred in 
the volume of the notes have had practically no ef- 
fect upon the condition of the banks. Throughout 
the entire period of some forty years and quite with- 
out reference to changes in the circulation, the banks 
have alternated between two well-defined situations. 
During years of business depression their money 
holdings have been well above reserve requirements 
everywhere except in New York. On the other 
hand every period of business activity has witnessed 
the rapid expansion of loans and consequently of 
deposits until the reserve ratio was brought down 
very close to the minimum required by law. There- 
after, throughout the remainder of each period of 
good times, loans and deposits have followed very 

1 The Act of July 12, 1870, provided for an addition of fifty-four million dollars to 
the total circulation, but this increase was almost exactly offset by the coincident 
retirement of the three per cent certificates which were largely held by the banks, being 
available for reserve purposes 



THE NATIONAL BANKING SYSTEM 637 

closely changes in the available supply of money in 
the banks. The last complete trade cycle may with 
advantage be taken for illustration. Aside from 
seasonal variations (which are of no importance for 
the present purpose) the New York banks at all times 
between 1894 and 1907 were working very close to 
the twenty-five per cent requirement of the law and 
the clearing house rule. The banks elsewhere were 
well above reserve requirements during the first four 
years of the period; then came a rapid decline in 
the reserve ratio notwithstanding a large increase 
in cash holdings. After 1901 there was no marked 
change in the ratio of reserve to deposits; tho it may 
be noted in passing that in 1902 and in 1906 it was 
less than in 1907, just before the crisis. During this, 
as well as in former periods (and, it may be added, 
at the present time), there has been no reserve of 
lending power anywhere among our banks except 
in years of depression, when there was the least like- 
lihood of its being needed. 

II 

This unsatisfactory situation has been widely rec- 
ognized and has been generally attributed to the 
inevitable inelasticity of the bond-secured bank notes. 
A careful consideration of the forces at work, how- 
ever, will show that its causes he far deeper than cur- 
rency arrangements, and that they are of a nature 
which renders their removal a matter of the utmost 
difficulty. 

When business is generally inactive a relatively 
large part of the total money supply is held by the 
banks, on account of reduced requirements for cash 
for wages and other payments commonly made in 
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those forms of the purchasing medium which pass 
readily from hand to hand. For this reason and 
because of the restricted demand of borrowers for 
loans, the banks in general have ample funds in ex- 
cess of reserve requirements. In New York, how- 
ever, as in the money centres of other countries, the 
demand for loans is at all times of practically indefi- 
nite proportions. Through the purchase of paper 
from note brokers and by means of stock exchange 
loans the New York banks can at all times fully em- 
ploy their resources if they are willing to make suffi- 
cient concessions in rates to borrowers. This they 
are under the urgent necessity of doing as a consequence 
of the practice of paying interest on bankers' deposits 
at the fixed rate of two per cent, regardless of con- 
ditions in the loan market. To the effect of this 
practice is to be attributed the small surplus reserve 
held by the New York banks in years when the banks 
elsewhere find it impossible to employ all the funds 
which they are prepared to lend. But this practice 
of paying interest on bankers' deposits, as it now 
obtains, has other and more far-reaching consequences. 
It is an important cause of the failure to maintain 
a reserve of lending power in periods of business 
activity and the fundamental cause of the failure 
of the currency to contract in periods of depression. 
The bond requirement is in comparison an influence 
of slight moment. It is commonly believed that 
the banks make every effort to keep out their notes 
simply because they have been obliged to lock up 
slightly more than their equivalent in government 
bonds yielding a low rate of return. This is indeed 
one influence at work, but by no means the only one. 
Even tho this obstacle were removed through the 
substitution of some form of asset currency, interest 
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on bankers' deposits would still prove an inducement 
sufficiently strong to prevent contraction. And 
further: it is this practice which makes it possible 
to keep out the bond-secured notes in periods of de- 
pression. Were it discontinued the banks would 
be utterly unable to prevent contraction, however 
strong their disinclination might be. 

During periods of inactive trade the amount of 
bank notes sent to Washington for redemption in- 
variably reaches large proportions. 1 The city banks 
are chiefly responsible for this movement. Some- 
thing like half the notes are sent in by the New York 
banks alone, which, when rates for call loans are per- 
sistently below two per cent, are naturally desirous of 
reducing bankers' balances swollen by the receipt of 
idle funds from all quarters. But the redemption of 
the notes does not secure contraction. All the banks, — 
more particularly the country banks and those of the 
smaller cities, — make haste to re-issue notes, thus set- 
ting free an equivalent amount of money, which in the 
absence of local demand is shipped to the money 
centres for the sake of the interest to be had from the 
city banks. There is a sort of endless chain, the work- 
ing of which can only be interrupted by the discon- 
tinuance of the present practice of paying interest on 
bankers' deposits. Were that inducement removed, 
our bond-secured notes would prove to be susceptible 
to a considerable measure of contraction. Even if 
the banks continued to re-issue their notes as regu- 
larly as at present, contraction would still take place. 
An equivalent amount of money would be locked up 
in the banks, since they would reap no advantage 



1 During the year ending with October, 1907, national bank notes to the amount 
of only $257,000,000 were sent to Washington for redemption In 1908 the total 
reached $382,000,000 and for the year ending with October, 1909, it was $489,000,000 
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from sending it to the money centres. Moreover, 
even if it were sent thither the pressure on city banks 
to force a demand for loans by the offer of low rates 
would be removed and they would doubtless main- 
tain a higher reserve level. 

This consequence of the payment of interest on 
deposits is quite independent of any particular con- 
ditions upon which the right of issue may be made 
to depend. If, for example, notes could have been 
issued during the last three years without any bond 
requirement, there is every reason to believe that 
something like the present volume of notes would be 
in circulation. The same possibility of keeping the 
notes out would have been present, and the induce- 
ment, tho slightly less urgent, would have been quite 
sufficient for the purpose. Finally, it may be noted 
that even if the banks had possessed no right of issue 
whatever, the situation would not have been essen- 
tially different. The aggregate supply of money 
in the country would then have been somewhat small- 
er, tho not by the full amount of the notes, since there 
would have been a somewhat greater amount of gold 
within the country. Only such slight accumulation 
of funds as may be due to this difference in the total 
money supply can be properly attributed to the sys- 
tem of note issue. 

This failure of the currency to contract during 
periods of inactive business is after all a compara- 
tively unimportant matter. At such times serious 
difficulties are not likely to appear under any bank- 
ing system, however imperfect. A certain amount 
of unnecessary and unhealthy speculative activity 
on the stock exchange is indeed made possible, but 
its results, tho unfortunate to many individuals, are 
not serious enough to deserve much public concern. 
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Turning now to periods of trade activity, we shall 
find that here also none of the serious imperfections 
in our banking system are to be attributed to the bond- 
secured notes. At the outset loans everywhere are 
increased, except in New York, where there is at no 
time any considerable margin of idle credit. In- 
deed, the loan account of the New York banks is 
rather more likely to be reduced than to increase. 
Outside banks withdraw money to meet local re- 
quirements, and as rates advance purchase paper 
more liberally from note brokers. A considerable 
number of banks also, especially those of the other 
cities, lend in the New York call loan market as soon 
as rates rise well above the two per cent return on 
balances. 1 Unless checked by premature trade re- 
action the general expansion of loans has always 
continued until the banks reached the limits set by 
the reserve requirements of the law. When periods 
of business activity happened to coincide with those 
in which the total money supply of the country was 
increasing, the upward movement of loans was par- 
ticularly prolonged and considerable, since the banks 
always acquired some share in the increased stock 
of money. The taking out of additional circulation 
has therefore at times contributed to the enlarge- 
ment of the foundation for credit expansion, but, 
owing to the limited supply of government bonds, 
prices have always responded to any widespread 
demand on the part of the banks, thus automatically 
checking any very considerable expansion in the 
issues of the notes. Moreover, even tho the expan- 
sion of loans has in some measure been made possible 
through the increase of the notes, it has not been in 

1 Between January, 1908, and August, 1909, the loans of the New York banks in- 
creased from 81,126,000,000 to $1,333,000,000, but during the following eight months 
to May, 1910, they were reduced to $1,183,000,000. 
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the slightest degree a result of any peculiar quality 
possessed by the notes on account of the bond re- 
quirement. Notes issued under quite different con- 
ditions would have had precisely the same effects 
if issued in equal quantity, and there is every reason 
to suppose that they would have been issued in even 
greater quantity. If, for example, the banks had 
been allowed to issue an asset currency, and the 
limit on the total issue had been above the amount 
of bond-secured notes actually put out by the banks, 
it is demonstrably certain that the volume of notes 
and consequently the amount of credit granted to 
borrowers would have been greater during each of 
our successive periods of business activity. 

No system of redemption, however regular, can 
check the expansion of credit either in the form of 
notes or of deposits when the loans of the banks are 
being generally increased. The demand for loans 
and the willingness of the banks to lend are the sole 
determining factors so long as public confidence re- 
mains undisturbed. The redemption of such credit 
instruments as checks and drafts is certainly speedy 
and continuous, but it does not serve to prevent 
the expansion of credit in the form of deposits 
when all the banks are increasing their loans. It 
does restrict the expanding of credit by a single 
bank or by the banks of a single locality, at least 
when borrowers use the proceeds of loans to make 
purchases at a distance; but when all the banks of 
the country are in question regular redemption 
simply means larger exchanges of credit instruments 
between the banks, either directly or through clear- 
ing houses. Exactly the same results will follow 
the regular redemption of bank notes, with the fur- 
ther qualification that the additional money always 
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required when employment is regular and wages are 
high could be provided by the banks by means of 
notes. The banks would then be shielded from one 
cause of reserve loss, and would thus be able to in- 
crease loans still further before reaching the legal 
minimum. 

If the banks had had the power to issue as an asset 
currency an amount of notes greater than that of 
the bond-secured notes which have been actually in 
circulation, it is certain that this right would have 
been exercised long before the close of each of the 
successive periods of business activity during the 
last forty years. The loans of the banks have al- 
ways kept pace with increases in money holdings, 
even when these were being rapidly enlarged. Thus 
between 1897 and 1907 the cash holdings of the banks 
increased from $388,000,000, to $701,000,000, but 
the expansion of loans and consequently of deposits 
was even more considerable, so that the reserve ratio 
at the end of the period was far less than at its be- 
ginning. That additional loans would have been 
willingly absorbed by borrowers is also clear. In 
this country of enterprising population and vast 
undeveloped resources the demand for loans is of 
practically indefinite proportions, except during years 
of extreme depression. On the other hand, it would 
hardly be maintained that the healthy progress of this 
country has at any time suffered from inadequate credit 
expansion; not infrequently the reverse has been true. 

It is extremely doubtful also whether under any 
feasible plan of asset currency there would be any 
considerable quantity of notes available for emer- 
gency purposes. Some limit on the amount which 
might be issued by the individual banks would be 
a necessary feature of the safeguards designed to 
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protect note holders from loss. Assuming that this 
limit would not be dangerously high, it is possible 
and even probable that in the course of a long period 
of almost uninterrupted prosperity, such as that 
between 1897 and 1907, most of the banks would 
have issued their entire quota. A few banks managed 
with unusual foresight might perhaps retain their 
notes for emergencies, but at the best the asset cur- 
rency would be likely to prove a resource of very 
limited value in time of crisis. 

For somewhat analogous reasons no change in the 
method of issue can be relied upon to enable the 
banks to meet seasonal requirements for currency, 
such as those for crop moving purposes. During 
the period (which might extend over a number of 
years) taken to expand the circulation to the limits 
fixed by law, no difficulties would be experienced. 
The situation would resemble that during years of 
inactive business in the past. Crop moving needs 
have at such times been met without difficulty, be- 
cause the banks had ample funds in excess of reserve 
requirements. But after the banks had put out all 
their notes there would be a renewal of the difficul- 
ties with which we have been made familiar in the 
past. Temporarily idle funds would be attracted 
to the money centres by the interest to be secured 
for bankers' deposits. The winter and summer 
months would witness a plethora of money in New 
York while moderate withdrawals in the early spring 
and more considerable withdrawals in the autumn 
would again become a characteristic disturbing fac- 
tor in our banking operations. The necessity of 
fully employing the funds secured through interest 
on deposits would continue to prevent the mainten- 
ance anywhere in our system of any reserve of lending 
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power. This fundamental cause of weakness would 
be practically certain to wreck hopes of improvement 
from changes in our system of issue alone. 

Why then, it may be asked, make any change, 
if the bond-secured notes have done so little positive 
harm, if slight improvement is to be gained and 
positive danger may be incurred by a change of sys- 
tem? The answer is two-fold. In the first place, 
even tho the bond-secured notes have never been 
issued in such quantities as to cause serious trouble, 
there is at least a possibility that they may have 
that effect in the future. If the government should 
be obliged to put out a large issue of bonds, the basis 
for a further and possibly excessive issue of notes 
would be provided. In the second place, it is unde- 
sirable that the bond policy of the government should 
be hampered by considerations of the effect of the 
purchase or sale of its securities upon the circulating 
medium. With the note issue entirely disassociated 
from the bonds the independent Treasury might easily 
be made a far less disturbing factor in the money 
market than it has often unavoidably been in the 
past. When, as at present, the Treasury has merely 
a working balance, it is a comparatively harmless 
institution. It is only when there has been a large 
surplus that its influence has been baneful. Be- 
tween 1901 and 1907 the government surplus would 
doubtless have been expended in the purchase of 
bonds, if that could have been done without depriv- 
ing the banks of the basis of their circulation. 
The unhealthy intervention of the Secretary of the 
Treasury in the money market would have been 
happily unnecessary. 

The simplest way to remove the danger of an over- 
issue of the bond-secured notes and also to minimize 



646 QUARTERLY JOURNAL OF ECONOMICS 

the defects of the independent Treasury system 
would be to deprive the banks of the right of issue 
altogether. But there are economic reasons of weight 
against so drastic a remedy, and practical difficulties 
of a political nature would seem to be insurmountable. 
It would be necessary, in common fairness to the 
banks, to increase the rate of interest on the two 
per cent government bonds by at least one per cent, 
so that they might be disposed of to investors with- 
out loss. Further, if the notes were retired, their 
place would be taken by nearly an equivalent amount 
of gold; thereby only could the level of prices in this 
country be maintained in that relation to prices 
elsewhere which our international trade conditions 
have established. A costly medium of payment 
(gold) would have to be substituted for an inexpen- 
sive medium (bank notes). If the gold foundation 
of our monetary fabric were inadequate there would 
be good reason for such a change; but the amount 
of gold in the country is now ample for every purpose, 
and is certain to be enlarged as a result of increasing 
gold production, unless a great increase is made in 
some of the other kinds of money now in circulation. 
For these reasons it would seem inexpedient to de- 
prive the banks of the right of issue, unless it should 
prove impossible to devise currency arrangements 
free from dangers of their own and without the defects 
inherent in the bond-secured notes. 



Ill 

With such distinctly moderate objects in view, 
the following proposals for an asset currency are 
submitted. It must be repeated, however, that 
no material strengthening of our banking system is 
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to be expected while the present practice of paying 
interest on bankers' deposits continues. 

Certain provisions necessary to protect note hold- 
ers from loss have been made so familiar in previous 
discussions of an asset currency that they require no 
detailed consideration. The necessity that the notes 
should be made a prior lien on assets is everywhere 
recognized. In addition, a guarantee fund of five 
per cent is essential, not so much to protect note 
holders from ultimate loss as to prevent the discount 
on the notes of failed banks which would appear if 
payment were deferred until assets could be liqui- 
dated. But both the prior lien and the guarantee 
fund would have most undesirable consequences 
if no limits were placed upon the amount of notes 
which the individual banks might issue. It would 
be unfair to the depositor that his bank should be 
permitted to extend an indefinite amount of credit 
in a form which would have a preference in the dis- 
tribution of assets. Moreover, if the note issue 
were equal to a considerable portion of the total 
assets, failures might subject the guarantee fund 
to heavy losses, the burden of which would fall upon 
the other banks. 

It has commonly been proposed, therefore, that 
an asset currency should be limited to the capital 
of the banks. But this limit would permit at once 
the very large increase of nearly three hundred mil- 
lion dollars over the amount of notes now in circula- 
tion. Moreover, in the case of some banks, especially 
those of small size and those of recent origin, it would 
permit an issue dangerously large in proportion to 
total assets. For reasons already mentioned it does 
not seem desirable to grant the banks as a whole a 
power of issue which would make possible any im- 
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mediate increase in the volume of notes. If the 
right of issue were limited to seventy per cent of the 
capital of the banks it would permit an issue almost 
exactly the same as that which we have at present. 
A far better basis for limitation of issue, however, 
is the capital and surplus of the banks. Measured 
in this way, the ratio would be not seventy per cent 
on capital, but forty per cent on capital and surplus. 
It would be far better to take capital and surplus 
rather than capital alone, because surplus usually 
increases with the life and growth of business of the 
banks. The assets of such banks are likely to be 
large with reference to the liability of share holders. 
Forty per cent of capital and surplus, therefore, 
is likely to be a smaller portion of the total assets 
of the banks than seventy per cent of capital, and 
consequently there is less likelihood that in case of 
failure the resources of a bank would prove insuffi- 
cient to meet the notes. As a further precaution 
no bank should be granted the right of issue until 
after it had been in business for some two or three 
years, long enough to test the character of its manage- 
ment. 

Finally, since the notes would be a form of credit 
pure and simple, they should be protected by the 
same ratio of reserve that is required against deposits, 
thus restoring a provision of the National Banking 
Law which was repealed, by inadvertence rather 
than by intent, in 1874. * This requirement would 

1 The Act of June 20, 1874, as passed was a fragment of a far more comprehensive 
measure relating both to banking and the greenbacks The banks were to be required 
to hold all of their reserves in vault, but as a partial offset, the five per cent redemption 
fund authorized by the act was made available for reserve purposes, and no reserve 
was required against circulation. In conference the last two provisions were retained, 
altho the requirement with which they had been associated, while the bill was being 
passed through the two Houses, — namely, that the banks should hold all their re- 
serves, — was deleted in deference to hostility to contraction For further details, 
see the writer's History of Crises under the National Banking System, pp 105-107 
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tie up a certain amount of money in reserves, but as 
the banks would probably convert some part of their 
undivided profits into surplus in order to be able to 
take out additional circulation, no contraction in 
the money in actual use would be likely to result. 

There remains for consideration one further pro- 
vision necessary to complete this proposal for a 
change in our method of note issue. The bond- 
secured notes are taxed either one or one-half of one 
per cent, according to the issues of bonds which have 
been deposited as security by the banks. Notes 
issued under the conditions which have just been 
outlined could easily bear the heavier burden of a 
two per cent tax. By this simple means revenue 
more than sufficient to place the two per cent govern- 
ment bonds on an investment basis would be provided 
without increasing the burdens of general taxation. 

Notes issued under these conditions would provide 
an absolutely safe circulating medium. Note hold- 
ers could not by any possibility suffer loss, and while 
there would be room for slow growth along with that 
of the capital and surplus of the banks, the danger 
of over-issue would be wholly eliminated. If it should 
be found that these notes were kept out as persis- 
tently as the bond-secured notes, no new element of 
weakness would be introduced, and some of the dis- 
advantages of the present system would be removed. 
It would be no small gain to have severed the en- 
tangling alliance between government bonds and 
currency. Moreover, it should be observed that the 
proposed issue is of a nature to permit without 
difficulty such further modifications as experience 
with its working may suggest. It is indeed unlikely 
that the policy of holding notes in reserve to meet 
seasonal or emergency requirements would be adopted 
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by a sufficient number of the banks to make the notes 
an elastic medium. If, however, this should prove 
happily a mistaken prediction, the amount of notes 
which each bank might issue could be made greater 
without difficulty, and to the general advantage. 

It would be a simple matter also to grant the banks 
the power to issue an additional heavily taxed cir- 
culation upon terms which would make certain that 
it would be exercised only in emergencies. From 
what has been said on previous pages, it would seem 
to follow that so long as the present practice of pay- 
ing interest on bankers' deposits continues, a currency 
to meet extraordinary occasions can only be secured 
in this way. But against an emergency circulation 
of any kind lies the serious objection that it would 
weaken still further the already inadequate influences 
tending to restrain excessive credit expansion in 
periods of active business. It is to be feared that 
bankers would rely too exclusively upon the taxed 
notes, and that, altho they might do something to 
ameliorate financial disturbances, they would increase 
rather than diminish the likelihood of their occurrence. 



IV 

An asset currency such as has been outlined above 
would without doubt have the desired quality of 
elasticity, if the payment of interest on bankers' 
deposits were entirely discontinued. Thirty or more 
years ago there was a very widespread sentiment 
among bankers against the practice, but any pro- 
posal for its discontinuance would now meet with 
violent and general opposition, and its adoption 
could only be secured through legal enactment. 
Moreover, however effective for the purpose, so 
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drastic a remedy would have other consequences 
which make its adoption not only inexpedient, but 
also upon the whole undesirable. 

If banking in this country were conducted by a 
few hundred banks, each having numerous branches, 
loanable funds would be readily transferred from 
place to place in response to variations in the re- 
quirements of borrowers. No payments for bankers' 
deposits would be needed for the purpose, and they 
would be contrary to the interests of the several 
banks. But with our numerous independent local 
banks, that inducement is requisite to secure even 
the imperfect utilization of such funds of the several 
banks as may be in excess of local requirements. 
Tho motives of business convenience would in any 
case lead the banks to keep some balances with the 
banks of the money centres, their amount would be 
insignificant in comparison with that which has been 
secured through the offer of interest. These balances 
are undesirably large, as was pointed out in the first 
part of this article; but they should be reduced by 
measures which would enable the banks to employ 
safely additional funds at home at more profitable 
rates than the two per cent received from the city 
banks. The extreme remedy of a complete prohibi- 
tion of interest on bankers' deposits would be a 
hardship to all classes of banks, and would involve 
the wasteful locking up of funds in the vaults of each 
of the many thousands of banks in the country out- 
side the money centres. Doubtless the individual 
banks would lend directly a larger portion of their 
funds than at present, but in so doing, they would 
probably be tempted into making undesirable loans 
at home, and greater investments in the loan markets 
of New York and of the other large cities. 
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The utilization of the entire resources of the banks 
is not consistent with absolute safety under any 
system, because of the need of some reserve of lending 
power to meet emergencies. But only as a last re- 
sort should a measure be adopted which would prove 
an insurmountable obstacle to the employment by 
some banks of the more or less permanent surplus 
funds of other banks through deposits with city 
agents. Fortunately the ill effects of the present 
method of paying interest on such deposits can be 
diminished, if not entirely removed, without entail- 
ing any undesirable curtailment of the employment 
of banking resources. It is not necessary in order 
to make conditions favorable to an elastic currency 
that the city banks should hold no bankers' balances, 
or only those required in connection with the do- 
mestic exchanges. It is only necessary to prevent 
the movement to and from the money centres of the 
temporarily idle funds of the country banks, those 
which will be certainly needed by them after a very 
short interval. The present method of paying 
interest on bankers' deposits gives the city banks 
a highly irregular lending power which is of advantage 
neither to them nor to the community, because 
there are no variations in business requirements 
which coincide with the seasonal variations in the 
amount of funds at the disposal of the city banks. 
If there were an end to temporary accessions of 
funds from the country in the winter and early sum- 
mer months, the average as well as the maximum 
loan account of the city banks would indeed be 
somewhat reduced, but it is probable that profits 
would not be diminished to any appreciable extent. 
It is even possible that they would be increased, 
since rates for loans, especially the call loan rate, 
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would be maintained at a higher level, and the in- 
terest to be paid outside banks would be reduced. 

A very simple modification of the present practice 
of paying interest on bankers' deposits would do 
much to check this unhealthy seasonal movement 
of money in and out of the money centres. It is 
only necessary that instead of daily balances, the 
minimum balance kept in the course of a considerable 
period be taken as the basis for reckoning the inter- 
est to be paid to depositing banks. This period 
should be one of sufficient length to cover an entire 
movement of money in and out of the banks. Six 
months would seem to be the most natural and 
effective term for the accomplishment of the pur- 
pose in view. This method of reckoning interest 
would clearly be of advantage to the city banks, 
and would tend to greater stability in dealings upon 
the stock exchange. It would also give elasticity 
to the currency, because the country banks could 
then gain no advantage from keeping out all of their 
notes at all times. That practice would only succeed 
in building up balances with city banks which could 
not be maintained for the entire six months' period. 
The return received by the country banks would 
indeed be somewhat diminished, but not beyond 
what was expedient for them and for the community. 
There would, however, be reasonable grotmd for com- 
plaint in particular cases if the interest return were 
to be reckoned upon the basis of the minimum 
balance during a six month period. The course of 
payments may momentarily bring down the balance 
of a country bank with a city agent to an abnor- 
mally low point, and a considerable reduction of the 
interest return owing to such a chance occurrence 
would be obviously inequitable. To meet this situa- 
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tion, the basis of interest should be the minimum 
weekly, fortnightly, or even monthly balance during 
the period of six months. 

On account of the very slight change proposed in 
present practice regarding interest on bankers' de- 
posits, its fundamental importance is perhaps in 
danger of being overlooked. To the writer it prom- 
ises more far-reaching results than any of the 
other proposals with which this paper and that 
which preceded have been concerned. Only in case 
some such change is made does it seem possible to 
secure an elastic currency by the substitution of an 
asset note issue for our bond-secured notes. By its 
means some reserve of lending power will be ensured, 
and at the same time the character of banking opera- 
tions in ordinary times will be influenced for the 
better. Remove the accumulation of temporarily 
idle funds from the city banks, and the call loan may 
perchance lose some of that false glamour of liquid- 
ness which has been perhaps the greatest bane to 
sound banking in this country. Within narrow 
limits it is of course true that no other kind of loan 
can be liquidated so quickly. For this reason it has 
been especially well suited to the employment of 
funds only momentarily in the possession of the 
banks. But the easy facility with which such loans 
can be slightly increased or diminished has probably 
contributed more than anything else to foster a trust 
in the indefinite liquidness of call loans which every 
emergency in our history has shown to be absolutely 
without foundation. 

Let me now summarize the series of proposals 
which have been brought forward in this and the 
preceding paper. The establishment of true sav- 
ings departments by the national banks, with seg- 
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regated deposits payable at notice, which might be 
invested in mortgages, was advocated as a means of 
enabling the banks to employ a greater part of their 
funds at home. Some diminution in the amount of 
the balances in the banks of the money centres would 
follow, thus reducing the strain upon them in emer- 
gencies. Further, as the present reserve against 
deposits could be safely reduced upon those demand 
deposits which would be converted into time deposits, 
the money thus set free would enable the banks to 
increase the ratio of reserve against their remaining 
demand deposits. A cash reserve of ten per cent 
was accordingly suggested for country banks. As 
a further means of strengthening reserves, a plan for 
two classes of banks, local banks and reserve agent 
banks, was outlined to take the place of the present 
three classes. Both classes of banks might be es- 
tablished anywhere, but those choosing to become 
reserve agent banks would be required to have a 
minimum capital of five hundred thousand dollars, 
and would be obliged to carry a cash reserve 
of twenty-five per cent. Provisions to render more 
certain the use of reserves in emergencies were then 
outlined. The banks should be allowed to go below 
reserve requirements upon the payment of a fine, 
sufficiently onerous to ensure the maintenance of 
reserves in normal times, but not so high as to pre- 
vent their use when really needed. In addition, it 
was urged as absolutely necessary that reserves should 
be pooled or equalized, whenever clearing house 
loan certificates are issued, in order to prevent that 
working at cross purposes among the banks, which 
has been the principal cause of suspension of cash 
payments in the past. 

The proposal for an asset currency made in the 
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present paper is so framed as to ensure safety, and a 
very moderate increase in the total circulation in the 
future. In itself it is not expected to strengthen our 
banking system materially; but by securing the 
separation of the circulating medium from the gov- 
ernment bonds, it would enable the government to 
avoid the accumulation of a large surplus in the 
Treasury in the future. The change in note issue, 
however, if accompanied with the proposed modifi- 
cation of the present practice of paying interest on 
bankers' deposits by the city banks would give a 
considerable degree of elasticity to the currency. 

At the outset the opinion was expressed that a 
central bank was at best a doubtful remedy for our 
financial ills, and that less revolutionary means gave 
more certain promise of improvement. Some readers, 
I hope, will have found the proposals which I 
have brought forward adequate for the purpose. 
But even to those who are convinced that only by 
means of a central organization of some kind can 
the fundamental defects in our system be removed, 
these proposals should not be unwelcome. 1 Their 
adoption would create no obstructions to the estab- 
lishment of a central bank, and most of them would 
clearly tend to increase the likelihood of successful 
results from its operation. The establishment of 
savings departments by the national banks, in so far 
as it would strengthen our system as a whole, would 
lessen the calls upon the central bank for assistance 
in emergencies. Similarly, the proposals designed 
to strengthen the reserves of the banks, and to render 
them more willing to make use of them, could not 
fail to lighten the burden upon the central institution. 

• It is significant that the proposals of some of the most earnest opponents of a 
central bank of the European type, such as Congressman C N Fowler and Mr Victor 
Morawetz, include provision for the centralized control of our banking system 
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Some of the plans for a central bank do indeed provide 
for the concentration of the entire banking reserve 
of the country, but so complete a reversal of existing 
practice would seem to be altogether unlikely to 
secure general favor. The requirement that re- 
serves be equalized when clearing house loan certi- 
ficates are issued would probably be found unnec- 
essary if a central bank were established. It is es- 
sential to the successful working of a central bank 
that clearing house balances, at least in the import- 
ant cities, be settled through transfers on its books. 
Clearing house loan certificates, therefore, would be- 
come unnecessary, and consequently also the equali- 
zation of reserves. The proposal regarding note 
issue would not be inimical to a central bank plan, 
but rather the reverse. It would not be an obstacle 
to the grant to the central bank of a special privilege 
of issue, a right that might well prove more advan- 
tageous than a complete monopoly of this power. 
The bank would be relieved of the burden of taking 
care of the bonds now held by the banks against 
circulation. Moreover, it would make it far more 
easy for its management to resist the pressure for 
accommodation when for any reason the further 
expansion of credit should be deemed inadvisable. 
Finally, the proposal regarding interest on bankers' 
deposits loses nothing of its importance. Indeed, 
its importance is perhaps enhanced. The most 
difficult problem which confronts central banks, 
and the one which they have to face most frequently, 
is the control or restraint of the central money markets 
in the various countries in which they have been 
established. To exert any effective restraining power 
over the credit situation in New York would cer- 
tainly be more frequently necessary, and more dif- 
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ficult to accomplish, if the other banks continued to 
receive large temporary accessions of funds from 
outside banks. 

In the issue of this Journal, for May, 1909, I set 
forth at length the peculiar difficulties with which 
a central bank would be confronted in this country. 
Primarily on account of the absence of branch bank- 
ing, it was contended that methods which had proved 
effective in European countries were not certain to 
have similar results with us. It has now become 
more generally recognized that if our banking sys- 
tem is to be strengthened by means of a central bank, 
the character of its operations, far more than the 
form of organization, must be carefully worked out, 
and that while European central banks may furnish 
valuable suggestive material, they cannot serve as 
models to be more or less exactly reproduced. On 
the other hand, the proposal to establish a central 
bank, or at least some kind of centralized authority, 
has been received with far greater favor than most 
persons familiar with our financial history would 
have anticipated. Some of the objections raised 
in my earlier article have been met in the subsequent 
discussion of the subject, but the various plans which 
have been brought forward are not free from those 
of most serious import. There is also a common 
tendency to rely wholly upon a central bank to re- 
move the defects in our banking system. But since 
the effects of the operations of such a bank in this 
country are more or less uncertain, it would seem 
to be the part of wisdom as a prehminary measure 
to strengthen our system by the adoption of such 
other changes as are not incompatible with the opera- 
tions of a central bank. The burden placed upon 
it at the outset should be made light, and its activ- 
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ities should be allowed to develop themselves along 
lines which experience with its working may sug- 
gest. With these modest purposes in view, it is 
my intention in a subsequent paper to return to the 
consideration of the central bank problem. I shall 
attempt to suggest a plan for a central bank or central 
organization with limited functions and responsi- 
bilities, which will meet the difficulties which have 
impressed me perhaps more strongly than other 
writers upon this important subject. 

0. M. W. Spragtje. 

Harvard University. 



